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Introduction 

The G-5 foreign exchange market intervention prcgramhas given 

mre h e d i a c y  to ecQncmic and policy issues inmlved in a drop i n  the 

dollar on foreign exchange markets. Sane drcp in the dollar is of 

course necessary ard desirable. It provides a source ct stirmlus to the 

eccnauy that may be needed as other forces work to slaw econCmic expmsion, 

and it is integral to correction over time of sectoral inhalances in the 

ec- d of our unsustainably large defici t  on gxds and services in 

the balanae of p p r r t s .  

But one cannot rule cut the risk that a desirable fall i n  the 

dollar cculd be transformed by an expectational f l ight frun the dollar 

into a nu& sharper am3 faster d r q  than may be consistent w i t h  reasonably 

orderly eccmanic adjustrents. That has not appeared to happen yet, and 

confidence in the dollar has been rather well maintained. Thus far, it 

appam to be rminly off ic ia l  holders whi& have reduced their  preference 

for dollars--With G-5 countries alone selling $8 bil l ion since the incep

tion of the program to date. 

In this presentation we hope to clarify the econanic and 

m e t a r y  policy issues raised by the potential for a weakenirq dollar, 

an3 i n  particular the nature of the problem anl policy options should 

the dollar drop very sharply. W e  have divided the presentation into four 

sections. Mr. Hooper will f i r s t  cutline two contours of exchange rate 

adjustrent--qadual ard very rapid-and the associated likely adjust

ments i n  out talance of payments ani t o  a degree i n  foreign countries. 

Nr. Stockton w i l l  then lay out the associated real  adjustrents that w i l l  

need to  be made in the US. econany. Such adjustments w i l l  occur Over 
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t h  in-mlving interest  rate and price changes an3 Mr. S l i h n  w i l l  

analyze the dynamics. Finally, I w i l l  attempt to assess the issues 

inwlved i n  rn of the @icy options. 



Peter Hooper

November 1, 1985 


As shown by the red line in the top panel of the first 


exhibit, the dollar has fallen about 20 percent on average against the 


=jar foreigncurrencies, to  a level  s l ight ly  below where i t  was i n  

mid-1984 after peaking in February this year. About one third of the 20 

percent decline this year has taken place since the 6-5 statement in 

1 ate September. 

Over much of the period since 1973, changes in the dollar's 

spot exchange value have been fairly closely associated with movements 

in the relative real rates of return on financial investments in the 

United States and abroad. U.S.  long-term real interest rates rose 

sharply relative to foreign rates between 1979 and 1982, as indicated by 

the black line in the top panel, contributing significantly to the 

dollar's rise during that period. More recently, the decline in U.S. 

interest rates relative to foreign rates undoubtedly has contributed to 

the dollar's weakening since early this year. However, during some 

periods the dollar has moved independently of the real interest rate 

differential. Most notably, the dollar's strengthening between 1982 and 

1984 was attributed largely to other factors, often referred to as safe-

haven factors. 

In the bottom panel of the chart are three hypothetical paths 


of the dollar for the next five years. In the top dashed line the 


dollar is unchanged at its October average level. This path is given 


mainly as a point of reference. The next line shows a gradual 


depreciation of the dollar (at about a 5 percent annual rate). This 


path extrapolates through 1990 the staff's near-term projection of the 
do1 lar . 
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One should a lso  consider the  p o s s i b i l i t y  o f  an abrupt, adverse 

s h i f t  i n  sentiment concerning dollar-denominated investments. The 

d o l l a r ' s  dec l ines both s ince February and a f t e r  the 6-5 statement 

i n d i c a t e  how much exchange r a t e s  can change i n  a r e l a t i v e l y  b r i e f  per iod.  

Moreover, t h e  d o l l a r ' s  r i s e  dur ing  1982-84, r e l a t i v e  t o  an e s s e n t i a l l y  

f l a t  r e a l  i n t e r e s t  d i f f e r e n t i a l ,  suggests a t  l eas t  t h e  p o t e n t i a l  f o r  

l a rge  movements i n  exchange ra tes  r e s u l t i n g  from changes i n  confidence 

and other  developments a f f e c t i n g  markets t h a t  are no t  r e a d i l y  

i d e n t i f i a b l e  o r  predic tab le.  Should market forces t u r n  s t rong ly  against  

t h e  d o l l a r ,  i t  could f a l l  a long way i n  a shor t  time, p a r t i c u l a r l y  i n  an 

environment where the  market i s  wary t h a t  the  under ly ing t rend may be 

downward. I t  could even f a l l  below a l e v e l  t h a t  eventua l l y  would be 

cons is ten t  w i t h  a zero cur ren t  account balance before inves tors  became 

w i l l i n g  t o  cont inue t o  f inance the  U.S. external  d e f i c i t s  t h a t  would 

p e r s i s t  f o r  a t  l e a s t  a whi le.  As an example of a r a p i d  depreciat ion,  

the  lower path shown i n  the  Chart ext rapolates over t h e  next year and a 

h a l f  the d o l l a r ' s  r a t e  o f  deprec iat ion s ince February. Under t h i s  

scenar io t h e  d o l l a r  would f a l l  another 40 percent t o  a p o i n t  somewhat 

below i t s  low p o i n t  i n  1980, and then begin t o  r i s e  again gradual ly .  

Chart 2 shows the  imp l ica t ions  o f  these a l t e r n a t i v e  paths of 

the d o l l a r  f o r  the U.S. t rade balance and the cur ren t  account balance. 

I f  t h e  d o l l a r  remained a t  i t s  current  l eve l  and GNP growth a t  home and 

abroad remained i n  t h e  2-1/2 t o  3 percent range, the cur ren t  account 

d e f i c i t  would begin t o  widen again a f t e r  the  near-term e f fec ts  of the  

recent  d o l l a r  deprec ia t ion  were played out  wh i le  the t rade d e f i c i t  would 

remain about unchanged. However, w i t h  a gradual deprec iat ion o f  the 
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dollar, both deficits would narrow steadily through the projection 


horizon. In the case of the rapid depreciation, the current account 

could return to zero balance and move slightly into surplus within about 

three years. If the extrapolated gradual depreciation were carried 

beyond 1990 (the last point plotted on the chart) the current account 

would reach zero balance within another four to five years. 

The next table shows the cumulative effects of the alternative 

current account paths on the U.S. net international investment position. 

According to official statistics, the United States became a net debtor 

earlier this year, for the first time since World War I. If the dollar 

remains unchanged over the next five years, we estimate that by 1990 the 

U.S. net debt position would reach something on the order of $700 

billion, which is suggestive of an increasingly fragile position for the 

dollar. By way of comparison, this level of debt would be about seven 

times as large as Brazil's current net debt, though when expressed as a 

percentage of GNP, only one-fourth as large as Brazil's. If the dollar 

falls, less debt will be accumulated. But even so, by 1990, with a 

moderate depreciat,ion the debt would accumulate to $550 billion, and 

with a rapid depreciation it would accumulate to $200 billion. 

A rapid depreciation of the dollar and a sharp reduction of 

the U.S. current account deficit implies major adjustments in the 

current account positions of other countries. In the top half o f  

Exhibit 4, the black bars show average current account positions from 

1980 to 1982 for major regions of the world, and the red bars show 

estimates for 1985. While the U.S. position declined from about a zero 

balance to a large deficit, the position of other industrial countries 


rose from a sizable deficit to a sizeable surplus. Among developing 
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countr ies,  the ten major borrowing countr ies were forced by ex terna l  

borrowing cons t ra in t s  t o  reduce t h e i r  l a rge  d e f i c i t s  between these two 

per iods.  Other developing countr ies as a group incur red  l a r g e r  

d e f i c i t s ,  s u b s t a n t i a l l y  due t o  t h e  reduc t ion  i n  surpluses o f  t h e  o i l -

expor t ing  countr ies.  

Developing count r ies  as a group probably would no t  be able t o  

absorb m r e  than a moderate p o r t i o n  of the  U.S. d e f i c i t .  Countr ies 

a l ready heavi ly i n  debt would have d i f f i c u l t y  f inanc ing  s u b s t a n t i a l l y  

l a r g e r  d e f i c i t s .  A sharp drop i n  t h e  d o l l a r  could p lace  s i g n i f i c a n t  

pressure on some o f  these countr ies a t  l e a s t  i n  the  near term. To t h e  

ex ten t  t h a t  U.S.  i n t e r e s t  ra tes  rose, the  major borrowing count r ies  

would be fac ing  h igher  net  i n t e r e s t  payments on t h e i r  debt as shown 

a t  t h e  bottom o f  t h e  e x h i b i t ,  about $2 1/2 b i l l i o n  per year f o r  every 1 

percentage po in t  r i s e  i n  d o l l a r  i n t e r e s t  ra tes .  Over time, however, the  

r i s e  i n  d o l l a r  p r i ces  would tend t o  reduce t h e  r e a l  value o f  t h e i r  debt. 

For o ther  developing countr ies a r a p i d  drop i n  the  d o l l a r  would be more 

manageable. Based on h i s t o r i c a l  experience, a f a l l  i n  t h e  d o l l a r  would 

tend t o  r a i s e  the  d o l l a r  p r ices  o f  developing country exports more than 

the  p r i ces  o f  t h e i r  imports.  The s i t u a t i o n  would be much more ser ious,  

however, i f  the  general l e v e l  o f  demand i n  i n d u s t r i a l  count r ies  f e l l ,  

which could s i g n i f i c a n t l y  depress the  export  revenues o f  developing 

countr ies.  

Given the  cur ren t  p o s i t i o n  o f  developing countr ies,  most o f  

t h e  g loba l  adjustment would have t o  take place i n  the  cur ren t  account 

pos i t i ons  o f  o ther  i n d u s t r i a l  countr ies.  I n  1985 the  surpluses o f  

Japan, Germany and th ree  other  European countr ies,  shown i n  E x h i b i t  5 
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-- will probably sum to about half the projected U.S.  deficit. A sharp 

reduction or elimination of the U.S. deficit would entail moving the 

current accounts of some of these countries significantly into deficit. 

Such declines in net exports would have substantial negative impacts on 

the economies o f  a number of countries. To achieve this adjustment 

without a significant reduction in the growth of GNP, these countries 

would have to respond by lowering interest rates or adopting more 

expansionary fiscal policies, as we have assumd they would. 

The implications of a reversal of the U.S. current account 

deficit for the U.S. domestic economy, to be discussed by Mr. Stockton, 

would depend in part on its implications for the sectoral composition of 

U.S. trade flows. The three panels of Exhibit 6 show historical 

movements in U.S.  real net exports of finished manufactured goods, 

industrial supplies and materials and food and agricultural products. A 

downturn since 1980 is evident in all three sectors. In absolute terms, 

the largest drop by far has been in the finished manufactured goods 

sector, although as a proportion of  domestic output, the decline has 

been even greater in the agricultural sector. A number of factors have 

contributed to these declines in net exports, but the rise in the dollar 

over this period appears to have been the most important proximate cause. 

A reversal of the dollar's appreciation clearly would improve our net 

export performance in all three areas, with the largest absolute change 

coming in the manufacturing sector. 



D. Stockton 
October 31. 1985 

In  this sec t ion ,  I w i l l  d iscuss  the  adjustments required of t h e  

domestic economy i n  response to  a drop i n  the d o l l a r  and t h e  approximate 

magnitudes of t hese  adjustments,  both i n  absolute terms and r e l a t i v e  t o  

previous h i s t o r i c a l  experience. Exhibit 7 presents  a hypothet ical  example 

designed t o  i l l u s t r a t e  t h e  dimensions of the  adjustments i n  t h e  canposi t ion 

of real demands on  danes t i c  production t h a t  would accompany e l imina t ion  of t h e  

cur ren t  account d e f i c i t .  Although the  adjustments would be smaller i f  t h e  

d e f i c i t  were not  f u l l y  e l imina ted ,  any subs t an t i a l  move towards balance 

would r equ i r e  s i g n i f i c a n t  changes i n  ex is t ing  pa t t e rns  of domestic demands. 

I should note  t h a t  the  t ab le  ca lcu la tes  changes i n  terms of t h e  

composition of cu r ren t  real G"-line 1-in an e f f o r t  t o  c l a r i f y  the  

s h i f t s  i n  resource  use involved. However, t he  ac tua l  adjustment would 

l i k e l y  occur over s e v e r a l  years. Thus, the  percentage change f igu res  

shown i n  the  t h i r d  column should be interpreted as r e f l e c t i n g  s h i f t s  

i n  t he  l e v e l  of domestic demands r e l a t i v e  to  what otherwise would occur ,  

whether economic a c t i v i t y  was unchanged, growing f a s t  or growing slowly. 

Turning f i r s t  t o  t h e  ex terna l  sec tor ,  a depreciat ion of t he  d o l l a r  

s t imula tes  r e a l  n e t  exports-line 4 i n  the table-by improving t h e  p r i c e  

competit iveness of U.S. producers. However, p r ices  of imports and expor t s  

a r e  not l i k e l y  t o  change by t h e  f u l l  extent  of the  depreciat ion.  I n  

order  t o  c a l c u l a t e  t he  e f f e c t  on r e a l  net  exports of e l iminat ing the  

cur ren t  account d e f i c i t ,  i t  i s  assumed-consistent with h i s t o r i c a l  

experience-that fore ign  expor te rs  absorb roughly half  of t h e  drop i n  t h e  

d o l l a r  by reducing t h e i r  p r o f i t  margins. A t  t he  same t i m e .  U.S. f i rms  

take t h e  oppor tuni ty  t o  raise somewhat the p r o f i t  margins on t h e i r  fore ign  
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sales, al though t h e  bulk of t h e  depreciat ion will l i k e l y  be r e f l ec t ed  i n  

lower f o r e i g n  currency p r i c e s  for  U.S. exports. The accompanying decl ine 

i n  t h e  volume of  imports and rise i n  t h e  volume of expor t s  i s  estimated 

t o  inc rease  real net expor t s  by about $77 bi l l ion .  

As shown on l ine 2, such an expansion of real n e t  exports requi res  

an o f f s e t t i n g  r educ t ion  i n  gross domestic purchases-the sum of consumption, 

investment,  and government purchases-of about 4-112 percent  i f  the pa th  

of GNP i s  t o  be unchanged from what i t  otherwise would have been. Furthermore, 

i f  government purchases are not  lowered, the  dec l ine  m u s t  occur exclusively 

among p r i v a t e  domestic purchases-line 3--which would drop 5-1/2 percent. 

It is implaus ib le  t o  expect t h e  cur ren t  account d e f i c i t  t o  be eliminated 

i n  a single year .  I f  i t  is assumed t h a t  balance is achieved Over a period 

of three y e a r s ,  as Mr. Hooper indicated was poss ib le ,  then it would be 

necessary f o r  real domestic purchases to  grow, on average, about 1-1/2 

percentage po in t s  per  year less than production. 

Although the  magnitude of t h i s  adjustment of domestic demands r e l a t i v e  

t o  production is t h e  same whether the economy is operating below f u l l  

capac i ty  o r  near  i t s  p o t e n t i a l ,  the  cha rac t e r i s t i c s  of the  adjustment process 

are l i k e l y  t o  d i f f e r  depending on ex is t ing  economic conditions.  With 

s u b s t a n t i a l  excess  capac i ty ,  t h e  production of traded goods can  expand 

with s u b s t a n t i a l l y  l e s s  upward wage and pr ice  pressures  because resources  

are r e a d i l y  a v a i l a b l e  to meet the increased demand. In  con t r a s t ,  f o r  an 

economy c l o s e  t o  po ten t i a l  ou tpu t ,  the  r ed i r ec t ion  of resources  towards 

t h e  traded goods sec to r  may generate much g r e a t e r  pressure on wages and 

p r i c e s ,  as i t  will be necessary for  resources t o  be bid away from cur ren t  

employment in t h e  production of nontraded goods. 
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The upper panel of e x h i b i t  8 places  the  magnitude of a three-year 

adjustment t o  cu r ren t  account balance i n  some historical perspective.  

Annual growth r a t e s  of r e a l  GNP-the black line-and real gross  domestic 

purchases--the r e d  line--are p lo t t ed  i n  t h e  cha r t ,  assuming t h a t  GtqP 

growth averages 3 percent  a t  an annual r a t e  Over the next  t h r e e  years.  

Nearly a l l  previous per iods during which purchases grew less than 

production-shown by t h e  red shad ing-were  associated with recessions.  

An adjustment of t h e  magnitude and dura t ion  depicted in this panel,  o r  

even one somewhat smaller, would be unprecedented in a period of economic 

expansion and suggests  t h e r e  may be considerable tens ions  c rea t ed  in 

achieving t h e  necessary suppression of d w e s t i c  demands. 

Accompanying t h e  expansion of n e t  exports  and t h e  dec l ine  in domestic 

purchases w i l l  be a s h i f t  in t h e  composition of production. A d i sp ropor t iona te  

share  of t raded goods a r e  produced i n  t h e  manufacturing sec to r .  As a 

consequence, t h e  s h i f t  in production towards traded goods and away from 

nontraded goods w i l l  l e ad  t o  an expansion of fore ign  demands in t h e  

manufacturing sec to r .  This increase  w i l l  most l i k e l y  only  be p a r t i a l l y  

o f f s e t  by a reduct ion  of domestic demands on manufacturing, because a 

l a r g e  share  of t h e  crowding out of domestic demands wi l l  occur ou t s ide  of 

t h e  manufacturing sec tor .  Assuming growth in manufacturing capac i ty  a t  

about a 3 percent  annual rate-the long run trend-the expected s h i f t  i n  

the composition of production towards t raded goods could be expected t o  

boost t h e  manufacturing capac i ty  u t i l i z a t i o n  rate 4-112 percentage p o i n t s  

during t h e  adjustment process. As shown by t h e  red l i n e  in t h e  lower 

panel of e x h i b i t  8 ,  s t a r t i n g  from where we are now, the manufacturing 

u t i l i z a t i o n  r a t e  would r i s e  to  84-112 percent.  
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O f  course,  capac i ty  growth could be g rea t e r  o r  less than t h e  

assumed 3 percent  annual r a t e ,  even with QJP growth unchanged, depending 

on t h e  r e l a t i v e  importance of two opposing e f f ec t s .  Increased r e l a t i v e  

p r i c e s  i n  the manufacturing s e c t o r  should act t o  boost p r o f i t a b i l i t y  and 

encourage investment i n  t h a t  sector .  I n  opposi t ion,  t h e  higher i n t e r e s t  

r a t e s  r e s u l t i n g  from t h e  deprec ia t ion  a r e  l i k e l y  t o  damp demands f o r  

investment i n  new capacity.  The shaded area i n  t h e  lower panel r ep resen t s  

manufacturing capac i ty  u t i l i z a t i o n  rates t h a t  would occur with annual 

rates of capac i ty  growth between 2-1 /2  percent-shown as the  upper black 

line--and 3-112 percent--the lower black l i n e .  Levels of capac i ty  u t i l i z a t i o n  

i n  t h e  upper ha l f  of t h i s  range would l i k e l y  generate  p e r s i s t e n t  upward 

pressure on p r i c e s  in the  manufacturing sec tor .  

F i n a l l y ,  add i t iona l  r i s k s  would a r i s e  i f  domestic demands on t h e  

manufacturing s e c t o r  a r e  not  reduced as fore ign  demands are expanded. A 

r ap id  expansion of demands from abroad could temporar i ly  l i f t  t h e  manufacturing 

capaci ty  u t i l i z a t i o n  rate above 90 percent  i f  domestic demands were 

unal tered.  Capacity u t i l i z a t i o n  a t  this l e v e l  would almost c e r t a i n l y  

imply product ion bot t lenecks i n  some sec tors .  

El iminat ion of t h e  cu r ren t  account d e f i c i t  a l s o  has an important 

i n f luence  on t h e  a v a i l a b i l i t y  of  saving needed t o  f inance  both p r iva t e  

investment and the  f ede ra l  budget d e f i c i t .  The f i r s t  column of e x h i b i t  9 

p r e s e n t s  our  c u r r e n t  e s t ima te  of the source8 and uses  of saving. I n  the  

second column a hypothe t ica l  example i s  developed i n  which It i s  assumed 

t h a t  the  c u r r e n t  account i s  brought i n t o  balance,  t h u s  e l imina t ing  n e t  

fore ign  investment-line &-as a source of saving. I f  the f ede ra l  
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government's demands on saving were unchanged-line 2-the decl ine i n  

investment by fo re igne r s  would have 60 be met by some combination of a 

reduct ion i n  p r iva t e  domestic investment and an expansion of domestic 

saving. Based on s t a t i s t i c a l  a n a l y s i s  of  h i s t o r i c a l  r e l a t ionsh ips ,  t h e  

higher i n t e r e s t  rates generated by a d o l l a r  deprec ia t ion  could depress  

n e t  pr iva te  investment-line 1 i n  the  table-and boost domestic saving-

l i n e  3--by roughly equal  amounts. As a r e s u l t ,  personal saving as a 

percent of d i sposable  income-shown i n  l i n e  5--could r i s e  from i t s  4 

percent average l e v e l  i n  1985 t o  about 6-1/2 percent. I should mention 

t h a t ,  I f  the  economy were opera t ing  s u b s t a n t i a l l y  below Its f u l l  po ten t i a l ,  

sus t a inab le  economic growth would c o n s t i t u t e  an add i t iona l  source of 

saving t o  o f f s e t  diminished c a p i t a l  inflows from abroad. 

The cha r t  i n  the  lower panel of e x h i b i t  9 places  t h e  projected 

behavior of saving i n  some h i s t o r i c a l  perspective.  It i s  again assumed, for 

purposes of i l l u s t r a t i o n ,  t h a t  the  cu r ren t  account i s  brought i n t o  balance 

over a period of t h r e e  years. Although t h e  personal saving r a t t s h o w n  as 

the  red l i n e  i n  t h e  c h a r t - w o u l d  not  be a t  an h i s t o r i c a l  high,  a 2-1/2 

percentage poin t  rise would be a s i g n i f i c a n t  increase  f o r  a period of 

econwic  expansion. The black l i n e  p l o t s  n e t  domestic nonfedsral  saving,  

which inc ludes  undis t r ibu ted  corpora te  p r o f i t s  and state and l o c a l  goverrurent 

surp luses ,  i n  add i t ion  t o  personal  saving. As a percent of mP, it would 

climb t o  nea r ly  9-1/2 percent  over  t h e  per iod,  reaching a postwar high. 

Of couree,  h i s t o r i c a l  r e l a t i o n s h i p s  may not prove t o  be an accurate guide 

t o  f u t u r e  behavior. A f a i l u r e  to  genera te  an increase  i n  saving of t h e  

quan t i ty  depic ted  i n  exh ib i t  9 would lead  t o  g r e a t e r  pressures  on i n t e r e s t  
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r a t e s  and thus  f u r t h e r  crowding out  of investment expenditures. It should 

be s t r e s s e d ,  however, t h a t  s i g n i f i c a n t  progress towards reduct ion  of t h e  

f ede ra l  budget d e f i c i t  would ease s u b s t a n t i a l l y  the  burden of adjustment on 

the  p r iva t e  sec to r  and l e s sen  the s t r a i n s  a t tendant  i n  t h i s  process. 

Mr. Slifman will now discuss  the  process of adjustment that would 

occur Over time. 



L. Slifman 
October 31, 1985 

In th i s  section we will contrast  possible responses i n  the economy 

over time t o  a gradual depreciation and t o  a rapid depreciation. In 

general, a rapid f a l l  i n  the dollar would necessitate the more extreme 

s h i f t s  i n  resources and patterns of saving and investment t ha t  Mr. Stockton 

indicated. 

As a benchmark, exhibit  10 lqys ou t  an i l l u s t r a t i v e  path for  

key economic variables on the assumption of a 5 percent annual drop i n  

the dol lar  beginning next year. Because our purpose is t o  contrast  the 

economic e f fec ts  of a1ternative exchange ra te  movements, we have assumed 

a t  this p o i n t  a monetary policy that  is--so t o  speak--neutral, w i t h  money 

growth (abstracting from demand s h i f t s )  constant from year t o  year. By 

se t t ing  aside the question of the policy adjustments needed t o  reduce 

unemployment or inf la t ion significantly fur ther ,  this policy assumption 

allows us t o  h i g h l i g h t  exchange rate  impacts. In terms of f i sca l  policy, 

we have assumed a narrowing of the structural  budget  d e f i c i t  by about $60 

b i l l ion  dur ing  the projection period, reflecting the spending objectives 

of the l a t e s t  Congressional budget resolution. T h i s  assumption d i f f e r s  

the one used i n  Mr. Stockton's tables,  where the structural  d e f i c i t  

was held constant. 

Given these policy assumptions, real GNP is assumed t o  rise 

about 2-3/4 percent annually; b u t  growth could be f a s t e r  i f  our long-term 

productivity performance were t o  improve. The c r i t i c a l  element, though, 

is t h a t  throughout the five-year horizon growth of domestic purchases 

would have t o  be suppressed re la t ive  t o  the growth of real GNP. In 

e f f ec t ,  a substantial move toward external balance requires t h a t  we give 

u p  some of the excess growth i n  the standard of l iving we enjoyed during 
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the period of appreciation from 1980 t o  1985. A t  the same time, in f la t ion  

is projected t o  pick u p  a s  a result of increases i n  the pr ices  of traded 

goods. Nominal interest ra tes  begin t o  r i s e  a f te r  1986; b u t  the rise i s  

quite modest re f lec t ing  our assumed narrowing of the s t ructural  def ic i t .  

I f  the budget d e f i c i t  were not reduced, however, i n t e re s t  pressures would 

be even higher. 

The e f f ec t s  of a more rapid depreciation--assuming the same 

monetary and f i s ca l  policies--are i l lus t ra ted  i n  red i n  the next e x h i b i t .  

These a l te rna t ive  projections are based on a judgmental interpretat ion of 

the results from the s t a f f ' s  quarterly econometric model of t he  U.S. 

economy and our mu1 ti-country model. 

Focusing on the upper panels, the models suggest t h a t  a f a s t e r  

drop i n  the dol la r  would require an even greater suppression of domestic 

purchases over the projection period. During 1986, the stimulus t o  

domestic production a r i s ing  from an increased demand for traded goods 

would be about o f f s e t  by reduced growth o f  domestic purchases, w i t h  

l i t t l e  net e f f e c t  on GNP growth, shown i n  the upper l e f t  panel. By 1987, 

however, the continued rapid improvement i n  our trade balance would be 

expected t o  provide a s izable  boost t o  GNP. However, growth of domestic 

demand--the upper r i g h t  panel--would remain depressed. T h i s  would be 

accomplished, as indicated i n  the lower l e f t  panel, a t  the cos t  o f  f a s t e r  

price increases and a sharp rise i n  interest rates ( the  lower r i g h t  

panel). The models suggest t h a t  over time t h e  contractionary e f f ec t s  of 

higher in f la t ion  and interest rates would begin t o  play a larger role ,  

and the growth of real GNP would become depressed fo r  a while. 

The necessary reductions in  domestic demand weigh most heavily 

on the interest-sensitive sectors of the economy. T h i s  is i l l u s t r a t ed  i n  
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exhibit  12. Hardest h i t  would probably be the housing sector--the upper 

l e f t  panel. Business fixed investment--especially for  new structures  

such as  of f ice  buildings and stores--also would be sensi t ive t o  the 

higher i n t e re s t  ra tes .  

In the consumer sector--the lower panels--the i n i t i a l  r i s e  i n  

borrowing costs ,  and the reduction i n  the value of household financial 

assets  associated w i t h  higher in te res t  ra tes ,  would have retarding e f f ec t s  

on purchases of durable goods. In addition, because prices tend t o  be 

more f lexible  than wages i n  the short run, a drop i n  the exchange r a t e  

res t ra ins  real wage growth and boosts profits .  T h i s  could a c t  as  an 

additional influence depressing consumption. All o f  these factors  would 

tend t o  boost the saving rate.  However, once households have adapted their 

level o f  spending t o  the new lower levels  of real income and wealth, the 

growth o f  consumption would be expected t o  pick up. 

The preceding two exhibits have i l l u s t r a t ed  the dimensions of 

the macroeconomic adjustments t ha t  would l ike ly  occur i f  the dol la r  were 

t o  depreciate rapidly. These projections are  based on average his tor ical  

relationships,  which implicit ly assume tha t  the underlying micro-

economic adjustments needed t o  redirect  resources could be made re1 at ively 

smoothly. Even so, as  you can see, a sharp depreciation of the dol la r  

en ta i l s  considerable dis tor t ions and disturbances i n  the behavior o f  

key variables. Clearly, s ignif icant  risks and uncertainties would a r i s e  

if  the economy were subjected t o  a large exogenous depreciation shock, 

and there could well be disruptions a t  the microeconomic level t h a t  would 

lead t o  la rger  and even more vola t i le  macroeconomic adjustments than we 

have shown on the charts.  
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A number of these risks are sumnarized i n  the next  e x h i b i t .  

A najor problem is whether i t  would be physically possible t o  reallocate 

quickly the resources needed t o  accomnodate the shift  i n  the composition 

of o u t p u t  toward the traded goods sector. If n o t ,  the result could be 

bottlenecks, constraints and materials shortages i n  some specific industries, 

as well as the emergence of labor market shortages for certain skills or 

i n  particular geographic locations. In add i t ion ,  a sharp r i se  i n  capacity 

utilization rates, w i t h  associated bottlenecks and constraints, also 

could occur i f  less  domestic demand were t o  be crowded o u t  t h a n  our 

models are showing. If such constraints or shortages were t o  develop, 

they could have adverse effects on prices and price expectations t h a t  

would impede the adjustment process. 

Another major risk i s  the possibility t h a t  developments i n  

credit  markets associated w i t h  rap id  depreciation m i g h t  generate a recession. 

i f  domestic demand is  extremely sensitive to  the r i se  i n  interest  rates. 

The. negative effects of rising interest rates could, i n  fact ,  be relatively 

strong under current circumstances because of the particularly sensitive 

position of many depository institutions. Borrowers--especial ly households, 

who have sustained spending recently through a rap id  b u i l d - u p  i n  debt and 

and a consequent reduction i n  the personal saving rate--also could be quite 

sensitive t o  credit market conditions. As a result, significant interest  

rate increases may lead to  unusually large cutbacks i n  lending and borrowing 

activity. Indeed, these negative financial market effects could well be 

strong enough to  offset  the positive effects on activity of a decline i n  

the dollar. 

Mr. Axilrod will now discuss the policy implications of these 

risks. 



Concluding r-ks 

The balancing of recessionary ard inflationary risks that are 

inwlved in the process by hi&the emnany adjusts to a drcp i n  the 

dollar, particularly to a very sharp ard rapid decline, poses difficult  

j u d p n t a l  i s sues  for mxletary policy. W i t h  regard, first,  to the risks of 

recession, under present circmstances given the p s i b i l i t y  of unusually 

adverse institutional and torrmer reactiors to s id f ion t  interest rate 

increases, an acmmpdative policy that holds rates down and accelerates 

rroney grorlth for a*ilemight ke considered for purpases of averting a 

significant weakening i n  6xnanic activity. Such an approach wmld, haever,  

raise tk dds that inflationary pressures wculd be Unauly encouraged as the 

added expansionary effect of a sharp depreciation of the dollar is not offset 

by an effort t o  squeeze out purely danestic demnds on capacity. 

Of ccurse one o n  debate exactly b w t i g h t  resource availability 

is a t  present, and thus l-m nu& scop there wmld be to expand output in 

face of a fa l l ing  dollar w i t b u t  d u e  inflationary risk. An unemp1qrm-k 

rate near 7 percent ard w f a c t u r i t q  capcity utilization around 80 percent 

probably leaves scme rcun for real GNp grawth abwe patential wi thut  that 

qawth i t se l f  t r igwring a significant rise i n  inflationary expectations, but 

as Mr. Stockton's presentation makes clear whatever margin of unused resources 

there is wmld b rather qUi&ly eroded by the dded resource needs for 

export aid inprt-ccmpeting industries. As that happens wage and price 

pressures w l d  tend to be generated on top of the inflationary pressures 

directly related to the exchange rate induced rise in inport prices. Under 

those ckmtances, inflationary expectatiors would be likely t o  r ise .  and a 

return to slower mney qmth consistent w i t h  reasonable price stabil i ty over 

t h e  w l d  then entail very considerable costs i n  unenplop~ntand financial 

disruption. 
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Since a policy of initial mnetary accamDdation to l i m i t  the risk 

of recession i n  the sbrt runmay involve a suktantial inflationary potentid 

ard the likelihood of a later recession, one might as an alternative consider 

a restrictive policy approach that takes the risks of weakness i n  -anic 

activity m e r  tut minimizes the potential for inflation- the grounds 

that such a policy approach wculd be less castly over the longer nm. Such a 

policy of lmerig mney grcmth, a t  least by a little and for a while, and 

& r a y  exert- mre uprlard pressure on interest rates in i t ia l ly  cculd under 

present circumstances rather prarpltly weaken the eccmny. However, inflation 

and inflationary expectations would remain subdud. In addition, laver 

incane gr- wmld work to  hold &mn iqmrts. Such a rather "classical" 

m t h d  of reducing trade deficits by l a v e r i g  danestic chard wculd 

mderate &wnwan3 pressures on the exchange value of the dollar. 

The FlM2 of course dws not necessarily have t o  prejudge whether 

p l i c y  should be tilted i n  cne direction or arvJuler in  l ight  of the various 

risks. &I intermediate approach that keeps metary  policy unchanged (as 

irhexed mney targets no different frun &at they otherwise wmld be) in 

the face of a sharp d r q ~i n  the Qllar oan be viewed as weighting equally the 

ridcs of recession or inf la t ion  ad letting the degree of interest rate 

pressure that merges fran market forces serve as the balance wheel. Policy 

a u l d  be shaded to the mre accQmDdative or restrictive sides as mket ad 

azmanic respnses to a sharp drcp in the dollar evolve. 

Basically, however, I suspect that there is Little chance of a 

very satisfactory econanic to a sharp drcp i n  the dollar under current 

circlanstances, no mtter how well tuned is mnetary policy. We w c u l d  be 

very likely to exprience inf la t ion  or recession or pcssibly both. sub

stantial r d  adjustments in  the blance of danestic saving and investmnt 
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and in resoure reallocation of the mgnitude requi rd  by a closer balance in 

OUT internatbnaI pasition prchbly cannot be acomplished i n  an orderly 

fashim in a relatively short p e r i d  of h,given rigidities in the 

emncny ard lags in respmse rates to chatqes i n  relati= prices. 

At- to achieve thme large real adjustments quickly 

pr-ly entail ccnsiderable uplrard wage a d  price pressures, WNCh wculd i n  

themselves work to erode the real effect an ax intermti& cempetitiveness 

of any given naninal decline i n  the exchange rate, w i t h  the potential then 

for an even larger drQ i n  naninal tern. A t  the sam? tine, eun-,mic activity 

prolably cculd not be d q m t e l y  sustaind i n  face of the relatively SL+ 

stantial rise of interest rates that may ke needed to squeeze at -tic 

demd i n  the process, given the ccmparative fragil i ty of damestic ard world 

financial conaitions, includiq debt burdens of hxrcwers and the balance 

sheet position of financial institutions. 
 Finally, significant cuts in 


the federal budget deficit are not assured, and those cuts can make a more 


direct contribution than monetary policy to the real adjustments in the 


balance of saving and investment and real resource availability that are 


needed as the current account returns nearer to balance. 
 But even if cuts 


were assured, they would take place over an extended period. and would be of 

little immediate help. except possibly through expectational effects. 

It is, therefore, a t  least i n  my view-and absent a miracle of 

f iscal  restraint  or a considerably weaker econcmy than now envisaged-

desirable to avert a sharp decline i n  the dollar. 0x1the other hand, it is 

alg, desirable toke- the dollar fran being excessively high because of the 

risks involved i n  postponing the adjustmnt prccess. If postponed unduly, 

the subsequent dollar decline may be extremely large and econanic adjust

ments m y  occm a t  a tim when -tic resources are even mre highly 
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u t i l i zed  than a t  present, when upmd price expectations may be less s u b  

dued, d when needed plant capcity ax3 labor skills for i n t e r n a t i d l y 

nmpetitive industr ies  have rusted further kan disuse. That leaves a 

gradual &imiard adjustnmt i n  the dollar, pr t i cu la r ly  as it is acccmpanied 

by increasing fiscal  restraint over tim,as having the best odds for pramxirq 

an d e r l y  prccess of econaRic adjustmnt . 




